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Chapter 1 

Introduction 



In the years since the outbreak of the global financial crisis, the international 
financial architecture has undergone fundamental changes. Costly bank bail-outs, 
massive stimulus programs and growing welfare expenses resulting from the 
economic slump caused by the crisis have put tremendous strains on government 
budgets in the developed world, thus making many western countries ever more 
dependent on external financing. At the same time, a number of capital-rich 
emerging market countries have attracted attention not only as increasingly impor- 
tant engines of global economic growth, but also as international creditors expected 
to come to the rescue of the ailing western world. Against the backdrop of these 
developments, reforms of the governing structures of the International Monetary 
Fund and the World Bank have given emerging market countries a bigger say in the 
world’s most important international financial institutions, thus bolstering their 
ability to put their mark on the global financial system. With the dollar’s interna- 
tional attractiveness suffering from America’s enormous government deficit and its 
inflationary monetary policy and the euro teetering on the edge of collapse, a 
window of opportunity has opened up for new players to launch a currency 
offensive and improve the international standing of their domestic money. Simi- 
larly, a regulatory backlash against the financial services industry in the developed 
world has provided rising economic powerhouses with the chance to push their 
financial markets towards greater international importance. 

China has in recent years come into the picture as the most important emerging 
player in international finance. The country first stepped into the limelight in 2007 
when it established a sovereign wealth fund in order to increase the return on part of 
its enormous foreign exchange reserves by diversifying away from the US dollar 
and investing in riskier asset classes, thereby drawing attention to the fact that 
China was becoming one of the world’s biggest creditor nations. While the western 
world initially displayed a hostile attitude towards China’s growing importance as 
an international investor due to fears that it might bolster China’s political clout, the 
country became increasingly attractive as a creditor in the eyes of many western 
leaders in the face of ever more dismal public finances. With its tremendous 
financial resources and its economy sustaining its growth momentum while large 
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parts of the developed world found themselves on the brink of recession, China was 
well placed to push for a bigger voting share in the IMF and the World Bank. Only 
3 years into the crisis, China’s leaders thus succeeded at securing the number 
3 position for their country in both institutions. Also in reaction to the global 
financial crisis, China in 2009 began to introduce measures aimed at internatio- 
nalizing its currency in an effort to try and decrease its dependence on the US 
dollar. In line with this policy, the Chinese government at the same time announced 
its intention to turn Shanghai into a global financial center by 2020. 

China’s growing prominence in the international financial architecture is highly 
reminiscent of Japan’s rise in global finance in the 1980s. Just as China’s growing 
financial clout, Japan’s rising financial power mainly resulted from its emergence as 
one of the world’s leading creditor countries (Chin and Helleiner 2008: 88). Due to 
Japan’s increasingly important role as a provider of funds, many analysts were 
convinced that the country had replaced the United States as the world’s leading 
financial power (e.g. Gilpin 1987). However, at the same time, others drew atten- 
tion to the purely domestic role of Japan’s currency and its underdeveloped 
financial markets that severely constrained the country’s financial clout 
(e.g. Strange 1990). 

Even though the question of the extent of Japan’s financial power was high on 
the academic research agenda, no attempt was made to explain how Japan’s 
political economy influenced the country’s financial power potential or, in other 
words, why Japan’s political economy was conducive to the acquisition of some 
aspects of financial power while it was a hindrance to others. Similarly, no attempt 
has so far been made to examine the implications of the basic features of China’s 
political economy for its ability to acquire power in international finance. 

Against the backdrop of China’s increasingly proactive international financial 
policies, numerous studies on China’s growing financial clout have been conducted 
in recent years. However, the majority of these studies have been constricted to the 
analysis of individual sources of China’s increasing financial power, such as the 
country’s creditor status or the internationalization of its currency. For this reason, 
these studies have failed to provide a systematic assessment of China’s financial 
power potential. 1 Moreover, they have generally not been informed by a theoretical 
account of the concept of financial power and have thus fallen short of contributing 
to our understanding of the different types, mechanisms and sources of power in 
international finance.' On the other hand, the theoretical study of financial power 
has strongly focused on the United States and hence implicitly on the ways in which 



*For analyses of China’s growing foreign exchange reserves and its creditor status see Ma and 
Zhou (2009), Zhang and He (2009), Wang (2007b), Fung et al. (2007). For analyses of the 
internationalization of the renminbi see McCauley (2011), Yu and Gao (2011), Subacchi (2010), 
Dobson and Masson (2009), Murphy and Yuan (2009). 

2 Notable exceptions to this rule have been studies by Gregory Chin and Eric Helleiner (2008) and 
Daniel Drezner (2009). The former has inspired this work both in terms of its approach to the 
subject of China’s financial power via a comparison with the case of Japan and the application of 
Susan Strange’s (1988) differentiation between structural and relational power. 
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financial power may develop within the framework of a neoliberal political econ- 
omy. 3 Yet the ways in which financial power may be acquired by more interven- 
tionist states that do not fit into the neoliberal category have so far remained largely 
unexamined in this strand of literature. 

In view of these research gaps, this book brings the model of the developmental 
state into the study of financial power in an attempt to deepen our understanding of 
the relationship between a state’s basic politico-economic structures and its ability 
to acquire power in international finance. By comparing China’s present role in 
global finance with Japan’s position in the 1980s, it highlights the implications of 
the defining features of the developmental state for its ability to acquire financial 
power. At the same time, however, it draws attention to the crucial differences 
between the Chinese and the Japanese version of the developmental state and 
examines how these have affected the countries’ financial power potential. 

Drawing on Chalmers Johnson’s (1982) seminal conceptualization of the devel- 
opmental state as well as a contemporary interpretation of the crucial features of the 
developmental states of Japan, South Korea and Taiwan by Arthur Kroeber (2011), 
this book holds that developmental states pursue comprehensive industrial strate- 
gies aimed at securing rapid economic growth and technological autonomy in order 
to enhance the nation’s international competitiveness. Referring to the work of John 
Zysman (1983), it highlights the dependence of the developmental state on a 
financial system that allows it to control the allocation of financial resources in 
line with its industrial policy objectives. It thus holds that developmental states 
maintain systems of financial repression characterized by the prevalence of bank 
loans over securities, administratively set interest rates and strict capital controls to 
ensure the availability of national savings for domestic investment. Due to the 
centrality of a system of financial repression to the developmental state’s political 
economy, it pleads for a minimalist definition of the developmental state according 
to which the developmental state pursues comprehensive industrial strategies to 
enhance the nation’s international competitiveness by controlling the allocation of 
financial resources in a financial system characterized by a high national 
saving rate. 

In line with this definition, this book argues that despite the differences between 
China’s political economy and the political economy of the developmental states of 
Japan, South Korea and Taiwan, China should be considered a developmental state 
since the Chinese party- state heavily relies on its control over the financial system 
to pursue its comprehensive industrial policy objectives. At the same time, how- 
ever, the book takes account of the most crucial differences between the political 
economies of China and the traditional East Asian developmental states by intro- 
ducing a distinction between classic developmental states that pursue the above 
mentioned goals as ends in themselves and instrumental developmental states that 
only embrace these objectives with the ultimate goal of securing the ruling elites’ 
grip on power. 



3 See for example the collection of essays in Andrews (2006a). 
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With regard to the concept of financial power, this book draws on the insights of 
the leading scholars of the subject to establish a typology of financial power in the 
context of interstate relations. Subscribing to a definition of financial power as a 
state’s ability to influence the behavior of other states through its financial relations 
with them, it refers to the work of Susan Strange (1988) and Eric Helleiner (2006) in 
its distinction between relational and structural financial power that it complements 
with the category of institutional financial power. It understands relational financial 
power as a state’s ability to influence the behavior of other states directly by 
applying financial pressure or providing financial incentives. Structural financial 
power, on the other hand, is considered a state’s ability to influence other states 
indirectly through the structure of the international financial system. Last but not 
least, institutional financial power is understood as a state’s ability to influence 
other states indirectly through the decisions of international financial institutions 
concerning the provision of credit and the conditions upon which this provision 
relies. In line with the work of Strange (1990) and Helleiner (1989, 1992), it holds 
that relational financial power mainly derives from a state’s creditor status. Struc- 
tural financial power, on the other hand, is understood to be mainly based on the 
international pulling power of a state’s financial markets and the function of its 
currency as an international store of value, while institutional financial power is 
considered to derive from a state’s voting share, its contribution of funds and its 
representation among the staff and management of the International Monetary Fund 
and the World Bank. 

Bringing the model of the developmental state into the literature on financial 
power, this book argues that the political economy of the developmental state 
inhibits the acquisition of structural financial power since its system of financial 
repression is not compatible with the development of financial markets that are 
capable of attracting international investors on a significant scale. For the same 
reason, the developmental state is not in a position to acquire structural financial 
power by establishing its currency as an international store of value since this aspect 
of currency internationalization requires the very development of financial markets 
that is not compatible with a system of financial repression. However, since the 
developmental state’s system of financial repression allows it to withstand currency 
appreciation pressures, it provides it with the power to maintain current account 
surpluses, an aspect of structural financial power that has so far been neglected in 
the literature due to its focus on the financial power of neoliberal political 
economies. 

Closely related to the latter point is the fact that developmental states typically 
embark on export-led growth strategies since their systems of financial repression 
are not compatible with a focus on consumption. The political economy of the 
developmental state is thus also highly conducive to the acquisition of relational 
financial power since export-led growth strategies result in current account sur- 
pluses that turn the developmental state into a net creditor. Due to their strong 
creditor positions, developmental states are not as dependent on the acquisition of 
institutional financial power as neoliberal states whose relational financial power 
tends to be much more limited since they frequently run current account deficits and 
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fail to muster significant degrees of control over their financial systems. The 
developmental state’s relational financial power thus renders the acquisition of 
institutional financial power largely dispensable since the exercise of both rela- 
tional and institutional financial power may be directed at the same objectives. 

Against the backdrop of the theoretical framework developed in Chapter 2, 
Chapter 3 analyzes the political economy of the financial systems of the Japanese 
and the Chinese developmental state. It shows that China’s state-ownership of the 
dominant financial institutions has provided it with a significantly higher degree of 
control over the country’s political economy and has made it much more immune to 
liberalization pressures than its Japanese counterpart. 

Chapter 4 looks into the determinants of currency internationalization and 
examines the differences between the Japanese and the Chinese approaches to the 
internationalization of their domestic money. It points out that the Japanese author- 
ities were heavily opposed to the yen’s internationalization since they feared that it 
would undermine the country’s system of financial repression. It then analyzes 
China’s strategy of promoting the renminbi’s role as an international medium of 
exchange while at the same time maintaining the country’s capital controls, arguing 
that a long-standing tradition of policy experimentation and strong nationalistic 
feelings have encouraged China’s authorities to choose this unorthodox approach 
even though they should be expected to try and prevent a global role of the renminbi 
on the very same grounds that their Japanese counterparts opposed the internation- 
alization of the yen. 

Chapter 5 explains why the political economy of the Japanese and the Chinese 
developmental state resulted in a focus on the generation of growth through the 
export sector and thus turned the countries into net creditor states. Moreover, it 
analyzes the relational financial power deriving from this creditor status and draws 
attention to China’s state-ownership of the dominant financial institutions that has 
provided it with a particularly high degree of control over the country’s capital 
outflows and thus bolstered its relational financial power. 

Chapter 6 focuses on the policies of the Japanese and the Chinese developmental 
state towards the Bretton Woods institutions. It argues that China has not yet 
developed an ambition for ideological leadership similar to the one of the Japanese 
developmental state in the 1980s since its leaders are too concerned with 
maintaining growth and stability in a country that on account of its low per-capita 
GDP still has to be considered a developing country. 

The analysis of Japan’s financial system and its international financial policies 
focuses on the developments between the early 1970s, when liberalization pressures 
began to threaten the country’s developmental political economy, to the late 1990s, 
when the Asian Financial Crisis prompted Japan to assume a more active role in the 
international financial system. The analysis of China’s financial system and its 
international financial policies concentrates on the developments between 2007, 
when China established its sovereign wealth fund, and mid-2013, when a cut had to 
be made to finish this project. 

While the analysis of Japan’s political economy is solely based on a review of 
the existing scholarly literature, the analysis of China’s political economy and its 
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international financial policies heavily draws on primary sources such as speeches 
given by Chinese government officials, reports and statistics provided by Chinese 
government agencies as well as Chinese and English media reports. 4 A deeper 
understanding of China’s international financial policies could be gained during a 
research fellowship at the Chinese Academy of Social Sciences in Beijing from 
October 2008 to March 2009 and a brief period of field research in the Chinese 
capital from October to November 2010, during which 45 interviews with 3 1 Chinese 
and foreign journalists, researchers, government officials, banking staff and 
representatives of international organizations and business associations were 
conducted. 

In addition to deepening our understanding of the relationship between financial 
repression and financial power, this book aims to make a contribution to a number 
of related research areas. For one, it aims to shed light on the domestic factors that 
have shaped China’s increasingly proactive international financial policies in recent 
years. Secondly, it aims to enhance our understanding of the Chinese political 
economy by putting it in comparative perspective, an endeavor that due to the 
assumed uniqueness of the Chinese politico-economic system only has a very 
limited number of examples to follow (Kennedy 2011). Thirdly, it aims to increase 
our insight into the economic and political implications of financial repression and 
to draw attention to the importance of financial repression to the maintenance of 
authoritarian regimes. Last but not least, it aims to reinvigorate the model of the 
developmental state as a category that is highly useful to the study of China as an 
emerging economic powerhouse that refuses to follow some of the main tenets of 
neoliberalism. At a time that is witnessing growing distrust towards the economic 
consensus that has long dominated the western world, it thus attempts to make a 
modest contribution to the understanding of alternative politico-economic models 
that may come to put their mark on the global political economy of the present 
century. 



4 All quotations from Chinese sources have been translated by the author. 



Chapter 2 

Financial Power and the Developmental State 



This chapter develops the theoretical framework that will guide the empirical 
analysis. To this end, it first characterizes the political economy of the develop- 
mental state. In a second step, it examines if China falls into the category of the 
developmental state. It then introduces the concept of the instrumental develop- 
mental state to account for the crucial differences between China’s political econ- 
omy and the political economy of the classic developmental states of Japan, South 
Korea and Taiwan. In a third step, it develops a typology of financial power and 
provides an overview of the implications of the political economy of the develop- 
mental state for its financial power potential. 



2.1 Conceptualizing the Developmental State 

The classic conceptualization of the developmental state was put forward in 
Chalmers Johnson’s (1982) seminal analysis of the foundations of Japan’s eco- 
nomic success in the postwar era, MITI and the Japanese Miracle } Johnson (1982: 
19) famously distinguished between regulatory or market-rational and develop- 
mental or plan-rational states, arguing that the regulatory state “concerns itself with 
the forms and procedures [. . .] of economic competition,” while the developmental 
state “will give greatest precedence to industrial policy, that is, to a concern with the 
structure of domestic industry and with promoting the structure that enhances the 
nation’s international competitiveness.” Depicting the pursuit of industrial policy as 
the defining feature of the developmental state, Johnson (1982: 24-25) argued that 
the developmental state’s industrialization efforts were driven by a nationalistic 
desire to catch up with the advanced industrialized nations. On the basis of 
Johnson’s work, the model of the developmental state came to play a key role in 



1 Two decades earlier Alexander Gerschenkron (1962) had developed similar ideas. 
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academic attempts to explain the highly successful industrialization process of East 
Asian nations after the Second World War. 

Even though Johnson’s model seemed in danger to slide into obscurity in the 
2000s, a number of authors have in recent years invoked the idea of the develop- 
mental state in studies of China’s political economy, thus aiming to put China’s 
development experience in a comparative perspective (Kroeber 2011; Beeson 
2009; Nee et al. 2007; Baek 2005; Tsai and Cook 2005). In his comparison of 
China’s political economy since the beginning of economic reforms in the late 
1970s with the political economies of the classic East Asian developmental states of 
Japan, South Korea and Taiwan, Arthur Kroeber (2011) has provided a lucid and 
comprehensive overview of the most important features of the political economy of 
the developmental state. Partly drawing on the work of Gordon White and Robert 
Wade (1988), Kroeber (2011: 45-46) argues that the classic developmental states 
were characterized by a set of features concerning the conditions, goals, mecha- 
nisms and outcomes of development. 

According to Kroeber, the crucial conditions upon which developmental states 
rely are a high national saving rate, a high level of education, equitable land 
distribution, an effective bureaucracy and ethnic homogeneity. He argues that the 
developmental states’ goals of “rapid economic growth through comprehensive 
industrial development” (Kroeber 2011: 45) and technological autonomy are pur- 
sued on the basis of the state’s control over financial resources, market prices for 
goods that have no strategic importance, private ownership of industrial companies, 
promotion of exports and discouragement of foreign direct investment and imports 
of consumption goods. Last but not least, he claims that the catch-up strategies of 
developmental states usually result in high economic growth, comprehensive 
industrialization, trade surpluses, underdeveloped service industries and inefficient 
financial systems (Kroeber 2011: 45^16). 

While this comprehensive list of characteristics certainly provides an illuminat- 
ing picture of the classic developmental states, not all the features mentioned by 
Kroeber should be considered equally important. According to Johnson’s model, 
the defining feature of the developmental state is the pursuit of industrial policy 
aimed at enhancing the nation’s international competitiveness. On the other hand, 
the state’s ability to engage in industrial policy making crucially relies on its control 
of a domestic financial system characterized by a high national saving rate that 
allows it to determine the allocation of financial resources in line with its policy 
objectives. Even though the other features that Kroeber considers defining of the 
developmental state certainly did play a role in the industrialization of Japan, South 
Korea and Taiwan, we should be careful to avoid the model’s conceptual 
overstretch if we want to ensure its applicability to the analysis of the development 
experiences of other countries. In this book, we therefore subscribe to a minimalist 
definition of the developmental state according to which the developmental state 
pursues comprehensive industrial strategies to enhance the nation’s international 
competitiveness by controlling the allocation of financial resources in a financial 
system characterized by a high national saving rate. 
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The centrality of the structure of the financial system to the characteristics of a 
state’s political economy in general and the political economy of the developmental 
state in particular has been widely acknowledged. As Theda Skocpol (quoted after 
Woo-Cumings 1999: 11) has pointed out, 

[t] he answers to [questions about financial resources] provide the best possible general 
insight into the direct or indirect leverage a state is likely to have for realizing any sort of 
goal it may pursue. For a state’s means of raising and deploying financial resources tell us 
more than could any other single factor about its existing (and its immediately potential) 
capacities to create or strengthen state organizations, to employ personnel, to co-opt 
political support, to subsidize economic enterprises, and to fund social programs. 

With regard to the developmental state, Meredith Woo-Cumings (1999: 10) has 
pointedly argued that “[finance is the tie that binds the state to the industrialists.” 
Johnson (1987: 147) has also highlighted the importance of “government reliance 
on financial and monetary means to guide and control private activities” in the 
classic developmental states of Japan, South Korea and Taiwan. However, the most 
comprehensive analysis of the relationship between a state’s financial system and 
its ability to pursue comprehensive industrial strategies has been put forward by 
Zysman (1983) in his seminal analysis of Financial Systems and the Politics of 
Industrial Change . 2 

In his examination of the links between financial structures and the ability to 
pursue industrial policies, Zysman distinguishes between three types of financial 
systems: The first type is a system based on capital markets in which the long-term 
funding of companies relies on the issuance of securities. In such a system, the main 
function of banks is to provide short-term lending. Prices are set by the market, and 
the central bank is almost exclusively concerned with the control of monetary 
aggregates. In the words of Zysman (1983: 70), “[t]his model places banks, firms, 
and governments in distinct spheres from which they venture forth to meet as 
autonomous bargaining partners.” This type is exemplified by the financial systems 
of the US and the UK. 

The second type is a credit-based system dominated by government- 
administered prices. In such a system, capital markets only play a very limited 
role in the acquisition of corporate funds, yet they allow the government to issue 
securities for its own funding. The provision of bank credit thus lies at the heart of 
the system of corporate finance. The government does not only facilitate bank 
lending and money creation, but also determines important prices to influence 
economic development. Due to the administrative setting of prices, markets in 
such a system tend to be in disequilibrium. Administrative interference is thus 
necessary to establish a balance between borrowers and lenders. According to 



2 Instead of adopting Johnson’s (1982) distinction between regulatory and developmental state, 
Zysman (1983: 75) distinguishes between the government as an economic regulator, an economic 
administrator and an economic player. According to Zysman (1983: 326, footnote 14), the 
difference between a player state and a developmental state is that the former may intervene 
without pursuing a developmental objective. Zysman thus considers the developmental state a 
subcategory of the player state. 
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Zysman (1983: 71), “[t]he issue in this system is [thus] not whether government 
intervenes to affect the allocation of financial resources; the question is who 
controls the process and how.” Hence “the state’s entanglement with industry 
becomes part and parcel of the financial system” and “[t]he borderline between 
public and private blurs, not simply because of political arrangements, but because 
of the very structure of the financial markets” (1983: 72). This type is exemplified 
by the French and the Japanese financial systems. 

The third type is also a credit-based system, yet it is dominated by a limited 
number of financial institutions that are independent of state support and 
thus characterized by a lesser degree of government interference. In this system, 
“ [government does not have the apparatus to dictate allocative choices to the 
financial institutions and consequently it has no independent instruments in the 
financial system with which to influence companies” (Zysman 1983: 72). 3 Never- 
theless, banks “can serve as policy allies for government, on terms negotiated 
between the government and finance” (Zysman 1983: 22). This type is exemplified 
by the German financial system. 

Having developed this typology of financial systems, Zysman (1983: 76) argues 
that state control over the allocation of credit “is the single discretion necessary to 
all state-led industrial strategies” since it allows the state “to enter continuously into 
the industrial life of private companies and to influence their strategies in the way 
that a rival or partner would.” To avoid misunderstandings, it needs to be empha- 
sized that Zysman does not deny the possibility of industrial policy making relying 
on mechanisms other than the control over financial resources. A state may resort to 
a whole range of measures in its conduct of industrial policy making, including the 
imposition of sectoral trade barriers, the introduction of local-content requirements 
or the promotion of specific industries through tax incentives. However, such 
measures require a time-consuming regulation on a case-by-case basis and thus 
only permit the state to concern itself with a very limited range of issues. On the 
other hand, the universal applicability characteristic of selective credit allocation 
allows the state “to exert influence across a range of issues without having to 
develop regulatory or administrative apparatus for each specific case” (Zysman 
1983: 77). In other words, a regulatory state may occasionally engage in industrial 
policymaking on the basis of mechanisms other than selective credit allocation, 
while “a state in which the developmental orientation predominates” (Johnson 
1982: 17) can only pursue its comprehensive industrial strategy if it is in a position 
to exercise control over the allocation of financial resources. 

Zysman (1983: 76) does not only draw attention to the importance of selective 
credit allocation in the state’s control over private companies, but also points out 
that “[e]ven with public companies, the financial instruments for selectively 



3 As Zysman (1983: 72) has pointed out, both the second and the third type are associated with late 
and rapid development, while the first type has usually emerged within the context of earlier 
industrial growth. According to Zysman (1983: 63), the reason for the association of credit-based 
systems with rapid and late economic growth is the fact that companies operating in such an 
environment need to secure large amounts of funds to be able to achieve high growth rates. 
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allocating credit provide government a refined set of tools to supplement the 
appointment of management or the imposition of broadly defined government 
policy directives.” Due to the significance of selective credit allocation to the 
pursuit of industrial policies, he then argues that only a credit-based financial 
system that is dominated by government-administered prices allows the state to 
pursue a comprehensive industrial strategy. However, it needs to be pointed out that 
a state may in principle also be able to pursue industrial policy objectives within the 
framework of a credit-based system dominated by financial institutions if the 
ownership structure of these institutions allows the government to influence their 
lending decisions. On the other hand, it appears highly unlikely that a state that 
actively influenced the lending decisions of state-owned financial institutions to 
achieve industrial policy objectives would refrain from administratively controlling 
interest rates to ensure low costs of funding. It is therefore more important to draw 
attention to the fact that the features of a credit-based system dominated by 
government-administered prices can be combined with state-ownership of the 
dominant financial institutions to establish a fourth type of financial systems that 
allows for the highest possible degree of state control over the allocation of 
financial resources. As the following chapters will show, this type is exemplified 
by the Chinese financial system. 

Against the backdrop of this analysis, it becomes evident that the financial 
systems of developmental states either belong to the second or the fourth type of 
the financial systems characterized above. In other words, developmental states 
either rely on a credit-based system dominated by government-administered prices 
or a credit-based system that combines government-administered prices with state- 
ownership of the dominant financial institutions to control the allocation of finan- 
cial resources in their pursuit of industrial policy objectives. In any case, the 
financial systems of developmental states are characterized by the prevalence of 
bank loans over securities, state control of interest rates guaranteeing low costs of 
funding and the maintenance of capital controls that ensure the availability of 
national savings for domestic investment. Developmental states thus rely on a 
policy of financial repression to facilitate rapid economic growth and strengthen 
the nation’s international competitiveness. 

The concept of financial repression was originally introduced into the economic 
literature by Ronald McKinnon (1973) and Edward Shaw (1973) to characterize the 
shallow financial systems of developing countries. Both authors argued that finan- 
cial repression was a severe obstacle to economic growth. McKinnon (1973: 69) 
pointed out that financial repression reduces the amount of funds available for 
investment since the introduction of interest rate ceilings and the resulting low real 
returns prompt savers to reduce “their holdings of money and near-monies far 
below what might be considered socially optimal.” At the same time, he argued 
that financial repression limits the number of potential recipients of funds since 
interest rate ceilings guarantee that funding is only available for completely safe 
borrowers or is contingent on political connections while the majority of the 
population “remain financially ‘repressed’, although they own a significant propor- 
tion of the deposits on which the expansion of bank credit to the favored enclaves is 
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based” (McKinnon 1973: 70-71). In the case of the developmental state, the 
channeling of funds into sectors and companies that are considered strategically 
important also has the effect of preventing a large number of potential investors 
from acquiring funds. However, in contrast to the shallow financial systems that are 
the focus of McKinnon and Shaw’s analyses, the financial systems of developmen- 
tal states are characterized by high saving rates that allow the authorities to provide 
industry with an ample amount of funds for investment at the expense of consumers 
who remain financially repressed. 



2.2 China as a Developmental State? 

The question if China should be considered a developmental state has been given 
divergent answers in the literature. It is generally agreed that China’s political 
economy has shared some important features with the classic developmental states 
of Japan, South Korea and Taiwan since the beginning of the reform policies in the 
late 1970s. Considering administrative resource management a variety of industrial 
policy, some authors have even argued that the People’s Republic of China has been 
a developmental state ever since its inception in 1949 (Beeson 2009; White 1988). 
In contrast with this view, Johnson (1982) explicitly excluded communist political 
economies from the category of developmental states. He characterized communist 
states as “plan ideological” as opposed to “plan rational” developmental states, 
arguing that in the former, “state ownership of the means of production, state 
planning, and bureaucratic goal-setting are not rational means to a developmental 
goal [but] fundamental values in themselves, not to be challenged by evidence of 
either inefficiency or ineffectiveness” (Johnson 1982: 18). 

However, with the introduction of economic reforms, the Chinese party-state has 
discarded at least some of its ideological convictions and has instead adopted a 
more pragmatic approach to development. On the other hand, the Chinese author- 
ities have continued to engage in state planning and to pursue comprehensive 
industrial strategies in order to enhance the nation’s international competitiveness. 
China has thus displayed crucial features of the developmental state. Chinese 
policymakers already formulated the developmental goals of achieving rapid eco- 
nomic growth, comprehensive industrialization and technological autonomy in the 
Four Modernizations program whose official launch in 1978 marked the beginning 
of the reform period (Kroeber 2011: 46). Fourteen years later, during his famous 
southern tour, China’s then paramount leader Deng Xiaoping underlined the 
regime’s developmental orientation when he argued that “[o]ur country must 
develop; if we do not develop then we will be bullied. Development is the only 
hard truth” (quoted after Kroeber 2011: 204, footnote 4). 

With regard to state planning and the formulation of comprehensive industrial 
strategies, Sebastian Heilmann (2011b: 33) has drawn attention to the fact that 
instead of gradually abandoning strategic planning, China has “reinvigorated its 
ambitions in long-term, cross-sectoral coordination of economic, social, 
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technological, and environmental development from the mid-1990s through the 
2000s.” As Heilmann (2011b: 33) has pointed out, Chinese policymakers have 
designed “multi-year programs with binding and indicative targets in virtually 
every sector, from space programs and infrastructural construction through 
human resources and education to health care, cultural life, and tourism.” However, 
Chinese development planning has undergone substantial changes in the last two 
decades. While planning was originally considered a “substitute for markets”, a 
reform of the planning system in the early 1990s required planners to take domestic 
and global market developments into consideration and to “plan with and for 
markets” (Heilmann 2011b: 34). Planning was thus redefined as a key element of 
economic macro-management along with fiscal and monetary policy aimed at 
facilitating comprehensive economic coordination. 

In its pursuit of comprehensive industrial strategies, the Chinese party- state has 
crucially relied on its high degree of control over the domestic financial system that 
combines government-administered prices with state- ownership of the dominant 
financial institutions. Characterized by extensive financial repression, this system 
has allowed the authorities to control the allocation of the country’s financial 
resources and to channel them into sectors and companies that are considered 
strategically important. Also with regard to the role of the financial sector, post- 
socialist China has thus displayed a crucial feature of the classic developmental 
states. 4 

However, attention has also been drawn to the features of China’s political 
economy that distinguish the country from the classic developmental states of 
Japan, Korea and Taiwan. For one, it has been argued that China’s economic 
reforms have not exclusively been promoted to achieve rapid economic growth in 
order to turn China into a ‘rich and powerful country’ (fuqiang guo), but have also 
been considered a means to ensure the Chinese Communist Party’s (CCP) contin- 
ued grip on power and maintain political stability (Breslin 1996). 5 Besides, it has 
been pointed out that diverging political demands from different factions of the 
party, the decentralization of economic decision making and the high degree of 
intra-bureaucratic contestation in China’s system of fragmented authoritarianism 
have “obstructed the formulation of a coherent and effective national economic 
development strategy” (Breslin 1996: 691) and resulted in a tendency to favor 
incremental changes over comprehensive reforms. 6 

Even more importantly, it has been highlighted that China differs from the 
classic East Asian developmental states insofar as its economy is characterized 



4 The centrality of the state’s control over the financial system to the classification of China as a 
developmental state has also been emphasized by Baek (2005). 

5 For a detailed analysis of the political priorities of China’s reform process see Susan 
Shirk (1993). 

6 For a similar argumentation see Kroeber (201 1 : 47), Beeson (2009: 23-24), Tsai and Cook (2005: 
50). The term ‘fragmented authoritarianism’ was coined by Lieberthal and Oksenberg (1988). 
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by a high degree of state ownership as a legacy of its communist past. 7 As Kroeber 
(2011: 50) has pointed out, China avoided the path of privatization in contrast to 
most other postcommunist economies, instead focusing on the deregulation of 
prices and the creation of competitive markets. In the 1990s, China began to 
privatize small enterprises without strategic significance. However, the party-state 
refrained from forsaking its ownership of major state-owned enterprises (SOEs) in 
strategically important sectors such as finance, infrastructure and resources. Even 
though there are also numerous private companies that play a crucial role with 
respect to the creation of employment opportunities, they are of very limited size 
and are thus in no position to exercise political influence (Kroeber 2011: 50-51). 8 

Do we have to qualify our classification of China as a developmental state in the 
light of these differences between the Chinese political economy and the political 
economy of the classic developmental states? Even though the decentralization and 
fragmentation of China’s political system have at times hampered the formulation 
and implementation of a coherent development strategy, China has taken the art of 
planning to a new level since the overhaul of its planning system in the early 1990s 
and should thus be considered a ‘plan rational’ developmental state. However, an 
important difference between China and the classic developmental states is the fact 
that China’s development planning has been heavily influenced by the political 
priority of securing the CCP’s grip on power. Not least in order to protect the 
political interests of the ruling elites, the state-owned sector continues to play a 
crucial role in China’s political economy. The Chinese party-state thus wields a 
degree of influence over the country’s political economy that is much higher than in 
the classic developmental states since its control of SOE management through the 
nomenklatura system provides it with additional leverage over their business 
strategies. 9 Due to the importance of the state-owned sector to the preservation of 
the CCP’s control over the country’s political economy, comprehensive privatiza- 
tion is not deemed an option to be considered in the country’s development 
planning. In contrast to the classic developmental states that pursue the goals of 
securing rapid economic growth, technical autonomy and international competi- 
tiveness as ends in themselves, we should thus consider China an instrumental 
developmental state that only embraces these objectives with the ultimate goal of 
securing the ruling elites’ grip on power. 



7 A related difference between China’s political economy and the political economy of the classic 
developmental states is the fact that China’s development strategy has crucially relied on the 
promotion of foreign direct investment for the creation of a competitive export sector, whereas the 
classic developmental states strongly discouraged FDI. While export-oriented business groups in 
Japan and South Korea greatly benefited from the state’s control over the allocation of credit, 
China’s financial system has been geared to support state-owned enterprises that focus on the 
domestic market (Kroeber 2011: 48, Beeson 2009: 27-28, Baek 2005: 494). 

8 For a similar argumentation see Tsai and Cook (2005: 50-53). For an analysis of the ownership 
structure of the Chinese economy see OECD (2005). On the process of SOE reform see Heilmann 
(2011a). 

9 On the Chinese nomenklatura system see Heilmann and Kirchberger (2000). 



